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Appear ances:

For Appel | ant: Devlin & Devlin & Diepenbrock,
Attorneys at iaw

For Respondent: W. M. Walsh, Assistant Franchise
Tax Commi ssioner; James J. Arditto
Franchi se Tax Counse

This appeal is made pursuant to Section 27 of the Bank
and Corporation Franchise Tax Act (Chapter 13 Satutes of 1929,
as amended) fromthe action of the Franchise Tax Comaissioner in
denying the clains o The Upjohn Conpany for refunds of tax in the
anount's of $3,015.27, $3,170.89, £3,363.26 and $3,005.26 for the
taxabl e years ended Decenber 31, 1937, J-938, 1939 and 1940,
respectively.

Appellant, a Mchigan corporation, was en?aged durirg the
years in question in the nanufacture and sale of pharnaceuti cal
products, ~Its principal office, nmanufacturing establishment and
research facilities were located in ifichigan. |ts products were
sold through nine branch offices, one of Whi ¢h was Poqated in
California, and through dei credere agents whose relation to it is
that of a factor. The agents nmde saies on behal f of Appellant
frominventories owned qy ﬁ?pellant but in their possession. T@?
California office controlled the sales in California, Idaho, Ore&on,
Nevada, Utah and Washington and in parts of Arizona, Mntana and

omng. In practically ail instances, a sal esman qgenatin under
the California office was assigned to a particular t rrltory, e.g.,
a state or portion of a state, and spent all his ting in that ter-
ritory except when receiving sales or other instructions at the
branch office. The orders solicited by the sal esnen operatln?
under the California office were subjett to acceptance'by tha
office and, if accepted, were filled with ggods shi pped to the
purchasers from inventories maintained in California.

The Appellant paid its franchise tax for the taxable
years 1937 to 1940, neasured by what it then believed to be the
California portion of its income for the years 1936 to 1939,
respectively.  The California income was ascertained through the
use of an allocation formula based upon the average of ratios of
(a) California property, (b) California payroll and (c¢) California
sales to (a) total property,” (u)total payroll and (c) total sales,
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respectively. Thereafter, &ppellant filed its claims for refund
for those years, urging that this aliceation fornul a apportioned
to California income in excess of that actually attributable to
this State. Appellant now contends that the fornula used in
allocating its income under Section 10 of the Bank and
Cor poration Franchise Tax &ct should include the follow ng factors:
(a) property, (b) payroll, (c) cost of manufacturing and (d) cdst
of selling, ‘or, in-the alternative, (a) property and (b) payroll
Section 10 of the Act, as applicable to the taxable years
1937 and 1938, provided as follows:

"It the entire business of the bank or corporation
is done within this state the tax shall be according
to or neasured by its entire net incone;, and if the
entire business of such bank or corporation is not
done within this State, the tax shall be according
to or measured by that portion thereof which is
derived from business done within this State. The
portion of net incone derived from business done
vvithin this State, shall be determ ned by an allo-
cation upon the basis of sales, purchases, expenses
of manufacturer, pay roll, value and situs of
tangi bl e property, or by reference to these or
other factors, or by such other nethod of allocation
as is fairly calculated to assign to the State the
ortion of net income reasonably attributable to the
pusi ness done within this State and to avoid sub-
jecting the taxpayer to double taxation."

The Section as anended in 1939 and applicable to the
t axabl e years 1939 and 1940 provided as foll ows:

When the income of the bank or corporation is
derived from or attributable to sources both wth-
in and without the State, the tax shall be neasured
by the net income derived fromor attributable to
sources Within this state. Such income shall be
determ ned by an allocation upon the basis of sales,
purchases, expenses of manufacture, pay roll, value
and situs of tangible property or by reference to
any of these or other factors or by such other

met hod of allocation as is fairly calculated to
determne the net income derived from or attributable
to sources within this State. Income from business
carried on partly within and partly without this
State shall be allocated in such a nmanner as is
fairly calculated to apportion such income anmong
the States or countries in which such business Is
conducted. Incone attributable to isolated or
occasional transactions In Jtates Of countries In
whi ch the taxpayer is not doing business shall be
allocated to the Jtate in which the taxpayer has
Its principal place of business or commerci al
domicil. Inconme derived from or attributable to
sources within this State includes incone from

62



Appeal of The Upjohn Compdny

“tangi ble or int an%i_bl e property located or
having a situs in this State and income from
any activities carried on ih this State,
regardl ess of whether carried on ih intrastate,
interstate of foreign commerce.™

The Appellant argues that its activities may be divided into
research activity, manufacturing activity and selling activity,
and that the inclusion of the sales factor with the property and
payrol| factors in the allocation fornula results in the selling
activity being represented twice (in the payroll factor and in
the sales factor), while the research and manufacturing acti-.
vities are represented but once {in the payroll factor). It 1Is
ur?ed, accordingly, that a manufacturing eXﬁense factor and a
selling expense factor be substituted for the sales factor to
bal ance the allocation formula and thereby reflect nmore accurately
the California income.

The factors selected for an allocation fornula nust, of
course, reflect business functions essential to the profitable

conduct of the enterprise. People ex rei. Al pla Portland Cement
Co. v. Knapp, 230 N. Y. 48, 12G¢ N. E. 202. al tocation Tormul a,
however, reed not include as many functional factors as there are
corresponding functions in the business. Thus, allocation of the
i ncome of a manufacturing business en the basis of a property
factor al one has been upheld, despite the fact that income was
earned through other business functions such as manufacturing
and selling. Underwood Typewiter Co. v. Chanberlain, 254 U. S
113; Shate-€X_rel. Maxwell v. Kent-Coffey Mfg. CO,, 20L N. C. 365,
168°'S. . 3977 Baldwin Tool Works v. Biue, 240 Fed. 202; Ford
Mtor Co. v. Stare 65§D, 316, 258 WN. w. 596. 4 single gross
receipts factor applied to a manufacturine business has also been
aggroved. 7. Burkhart Manufacturing Co. v, Coale,345¥o. 1131,
139 s. |IV. 247502, A two Factoer rormula of properiy and sal es has
been upheld. United States Que Co, v. Town of Oak Creek, 247
U. S. 321; United Tiates Rubber pProductg, TNC, V.~ S0UTNH Carolina
Jax Commission,1893.C. 386, 1 S. &. 20 153. Finally, a three
factor-fofmal & of property, I[_:))ayroll and sales has net with
ppglipaal ,337roval . Tureco Palnt__ and Varnish Co.v.Kaladner,

> 184 Atl. 37, Conmonwealth v. Ford Motor Co,, b0 Pa.
236, 38 atl. 24 329; Commonweal-T.h V. Quaker Oats Co., 350 Pa. 253,
38 4tl, 2d 325; California Packing Corp. V. State Tax Conmi SSion,
97 UWah 36'7, 93 P, 2d ,63. 1In view OF these aytnorities It 1S
clearly apparent that the application of an al Iuocatlon formula to
the incone of a nmanufacturing business is not to be held invalid
merely because the fornula does not include the factors of
menufacturing expense and selling expense.

_Appellant's position that the method of allocation
a[)plled must be such as is fairly calculated to assign to the
State the portion of its income reasonably attributable to its
busi ness operations here is undoubtedly correct. we are not in
accord with its contention, however, at least as applied to this
case, that under Section 10 of the Act », . . proof that an
allocation formula will tend to apportion more income to the State
than in fact arose thereTn, will render such allocation factor
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null and void, even in the absence of proof that such allocation
formula did in fact apportion nore income to the State than arose
there."” An allocation-formula mght on its face be so inherently
arbitrary that it could not be said to be fairly calculated to
assign to a state the portion of & corporation's net income
reasohably attributable to its operations there. Such a

det erm nati on .certalnLy could not be nade at this time, however,
as respects the appl i cation of a property, payroll and sales
formula to the income of an ordinary nmanufacturing business.
Aﬁpellant IS now attacking the method of apportionment used in

the preparation of its return and adhered to by the Conm ssioner
in denying its refund claimbased on another nethod. Its
situation, in our opinion, falls squarely within the principle of
Sutler Brothers v. McColgan, 315 U S. 501,507, that *Onewho
attacksaformul a of apportionment carries a distinct burden of
showi ng by 'clear ané)cogent evidence' that it results in extra-
territorial values being taxed."

Avnpellant has not attenpted to siow any peculiar cir-
cunstances respecting the operation of its business or wherein its
manufacturing and selling operations differed from such operations
carried on by other corporations so as to nake the application O
the property, payroll and saies allocation formiia, upheld in the
authorities above. cited, Lnappropriate so far as its business is
concerned. Its ccntention made in the abstract, that selling
activity is reported twice'in the three factor fornula (in payrol
and sales) while manufacturing activity is reported but once (in
payroll) fails to take into account the fact that its manufectur-
ing plan, fi xtures, machinery and equi Prre_nt, raw materials, work
in progress and plant inventories of finished products are
represented in the nroperty factor-and, being located outside
California, result in the assigning of a considerable portion of
Its inconme to other states. we are of the opinion, accord|nP[y,
that Appellant has not established the invalidity of the appli-.
cation of the Froperty, payrol| and sales fornula in the determ na-
tion of the California portion of its incone.

_ The Appellant has not raised any question respecting the
inclusion o an% particular items in either the numerator or
denominator of the fractions representing the property and payrol
factors of the allocation formula. In the case of the sales
factor, however, it now contends that the fraction as reported by
it onits returns for the years in questicn IS incorrect in that
there is included in the numerator as California sales all sales
involving deliveries fromthe stocks maintained at the California
branch office.  The Conmi ssioner has conceded that as respects
the inconme years 1938 and 1939, which are governed by Section 10
of the Act as amended in 1939, there should be included as
California sales only those sales solicited in this State and
those unsolicited sales in other states, the orders for which were
filled frominventories maintained in California. The Appellant
s apparently in agreenent with this general principle, but urges
that 1t should al so be applied to the incone years 1936 and 1937.
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Ve believe the Appellant's position in this regard to
be correct. That the Appellant was deriving incone fromthe
other states in which its salesnen solicited orders and that
the sales resulting from that activity are attributable to those
states is established by west Publishing Co. v. McColgan, 27 Cal.
2d 705, aff'd 328 U S. 823, The only basis for applying dif-
ferent rules to the two periods is thé 1939 amendment to Section
10. Prior to the operative date of that amendnment the basis for
al l ocation was business done within and without the State, there-
after the basis was the deriving of income from sources wthin and

W t hout the State.

The Commissioner's Ofice Ruling # T 10, No. 1 _
(Modified) of COctober 10, 1941, under which his concession was
made as respects the income years 1938 and 1939 provides, in
part, as follows:

"o taxpayer shall be entitled to allocate income
out side of california, for income years prior to
1938, unless it was engaged in intrastate business
in sone state or country outside of California. If
a_taxpayer was engeged |n intrastate busjness out-
side of this State, during that period, it is
entitled to allocate all 1Tncome derived from sources
without the State to the state or country of its
source, regardless of whether taxpayer is engaged
in intrastate business in that particular state or
country."

The Appellant Was doing intrastate business outside California in
1936 and 1937. It was authorized, accordingly, under this Ruling
to allocate a portion of its incone to the other Wstern states in
which its sal esnen o?erated I rrespective of whether its business
in those states constituted interstate or intrastate commerce.

The Commi ssioner has not advanced any reason why the income from
the California activity should be nmeasured any differently for

the income years 1936 and 1937 than for 1938 and 1939. Under his
concession as respects the income years 1938 and 1939, the Ofice
Ruling above quoted and the West Publishing Co. case, t.here shoul d
be included in the sales factor as California sales for the incone
years 1936 and 1937, as well as for the income years 1938 and 1939,
only those sales solicited in California and those unsolicited
sales in other states the orders for which were filled from
inventories meintained in California.

— - ———. —r

e views expressed in the opinion of the

Pursuant to the
in this proceeding, and good cause appearing there-

Board on file
for,

| T |'S HEREBY ORDERED., AuJUDGED AND DECREED, pursuant
to Chapter 13, statutes of 1929, as anended, that-the action of
Chas. J. McColgan, Franchi se Tax Conmissioner, in denying the
claims of The Upjohn Conpany for refunds of tax in the amounts of
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$3,015.27, $3,170.89, $3,363.26 and $3,005.26 for the taxable
ears ended December 31, 1937, 1.938, 1939 ahd 1940, respectively,
e and the same is _hereb% modi fi ed; said Conm ssioner iS hereby
dirccted to redetermne the net income attributable to this
State of said U éohn Conpany for each of the income years 1936,
1937, 1938 and 1939 by including in the sales factor” of the
allocation formula as"California sales for each of those years
only those sales solicited in California and those unsolicited
sales in other states, the orders for which were filled from
inventories maintained in Ca.ifornia to0 reconpute the tax upon
the basis of such net incone as so &letermned and to refund to
sai d Upjohn Company the excess of the anount of'tax paid bK it for
each of the taxable years 1937, 1938, 1939 and 1940 over the
anount of tax as so reconp_ut ed for each of said taxable years; in
c

all other respects the action of the said Conmm ssioner iS hereby
sust ai ned.

Done at Sacramento, California, this 20th day of My,
1948, by the State Board of Equalization.

Wn G Bonelli, Chairnan
J. H I Nn, Member
Jerrold L. Seawell, Menber
Thomas H. Kuchel, NMember

ATTEST:  Dixwell L. Pierce, Secretary
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